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economic effect (as determined under
paragraphs (b)(2)(ii) and (b)(2)(iii) of
this section), or is not otherwise re-
spected under this paragraph, such
items will be reallocated in accordance
with the partners’ interests in the
partnership, and such reallocation will
be the basis upon which the partners’
distributive shares of the correspond-
ing tax items are determined under
section 704(c) and paragraph (b)(4)(i) of
this section. See examples 13, 14, and 18
of paragraph (b)(5) of this section.

(2) Payables and receivables. Ref-
erences in this paragraph (b)(2)(iv) and
paragraph (b)(4)(i) of this section to
book and tax depreciation, depletion,
amortization, and gain or loss with re-
spect to property that has an adjusted
tax basis that differs from book value
include, under analogous rules and
principles, the unrealized income or de-
duction with respect to accounts re-
ceivable, accounts payable, and other
accrued but unpaid items.

(3) Determining amount of book items.
The partners’ capital accounts will not
be considered adjusted in accordance
with this paragraph (b)(2)(iv)(g) unless
the amount of book depreciation, de-
pletion, or amortization for a period
with respect to an item of partnership
property is the amount that bears the
same relationship to the book value of
such property as the depreciation (or
cost recovery deduction), depletion, or
amortization computed for tax pur-
poses with respect to such property for
such period bears to the adjusted tax
basis of such property. If such property
has a zero adjusted tax basis, the book
depreciation, depletion, or amortiza-
tion may be determined under any rea-
sonable method selected by the part-
nership.

(h) Determinations of fair market value.
For purposes of this paragraph
(b)(2)(iv), the fair market value as-
signed to property contributed to a
partnership, property distributed by a
partnership, or property otherwise re-
valued by a partnership, will be re-
garded as correct, provided that (1)
such value is reasonably agreed to
among the partners in arm’s-length ne-
gotiations, and (2) the partners have
sufficiently adverse interests. If, how-
ever, these conditions are not satisfied
and the value assigned to such prop-

erty is overstated or understated (by
more than an insignificant amount),
the capital accounts of the partners
will not be considered to be determined
and maintained in accordance with the
rules of this paragraph (b)(2)(iv). Valu-
ation of property contributed to the
partnership, distributed by the part-
nership, or otherwise revalued by the
partnership shall be on a property-by-
property basis, except to the extent the
regulations under section 704(c) permit
otherwise.

(i) Section 705(a)(2)(B) expenditures—(1)
In general. The basic capital accounting
rules contained in paragraph
(b)(2)(iv)(b) of this section require that
a partner’s capital account be de-
creased by allocations made to such
partner of expenditures described in
section 705(a)(2)(B). See example 11 of
paragraph (b)(5) of this section. If an
allocation of these expenditures under
the partnership agreement does not
have substantial economic effect (as
determined under paragraphs (b)(2)(ii)
and (b)(2)(iii) of this section), or is not
otherwise respected under this para-
graph, such expenditures will be reallo-
cated in accordance with the partners’
interest in the partnership.

(2) Expenses described in section 709.
Except for amounts with respect to
which an election is properly made
under section 709(b), amounts paid or
incurred to organize a partnership or
to promote the sale of (or to sell) an in-
terest in such a partnership shall, sole-
ly for purposes of this paragraph, be
treated as section 705(a)(2)(B) expendi-
tures, and upon liquidation of the part-
nership no further capital account ad-
justments will be made in respect
thereof.

(3) Disallowed losses. If a deduction for
a loss incurred in connection with the
sale or exchange of partnership prop-
erty is disallowed to the partnership
under section 267(a)(1) or section 707(b),
that deduction shall, solely for pur-
poses of this paragraph, be treated as a
section 705(a)(2)(B) expenditure.

(j) Basis adjustments to section 38 prop-
erty. The capital accounts of the part-
ners will not be considered to be deter-
mined and maintained in accordance
with the rules of this paragraph
(b)(2)(iv) unless such capital accounts
are adjusted by the partners’ shares of
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any upward or downward basis adjust-
ments allocated to them under this
paragraph (b)(2)(iv)(j). When there is a
reduction in the adjusted tax basis of
partnership section 38 property under
section 48(q)(1) or section 48(q)(3), sec-
tion 48(q)(6) provides for an equivalent
downward adjustment to the aggregate
basis of partnership interests (and no
additional adjustment is made under
section 705(a)(2)(B)). These downward
basis adjustments shall be shared
among the partners in the same pro-
portion as the adjusted tax basis or
cost of (or the qualified investment in)
such section 38 property is allocated
among the partners under paragraph (f)
of § 1.46–3 (or paragraph (a)(4)(iv) of
§ 1.48–8). Conversely, when there is an
increase in the adjusted tax basis of
partnership section 38 property under
section 48(q)(2), section 48(q)(6) pro-
vides for an equivalent upward adjust-
ment to the aggregate basis of partner-
ship interests. These upward adjust-
ments shall be allocated among the
partners in the same proportion as the
investment tax credit from such prop-
erty is recaptured by the partners
under § 1.47–6.

(k) Depletion of oil and gas properties—
(1) In general. The capital accounts of
the partners will not be considered to
be determined and maintained in ac-
cordance with the rules of this para-
graph (b)(2)(iv) unless such capital ac-
counts are adjusted for depletion and
gain or loss with respect to the oil or
gas properties of the partnership in ac-
cordance with this paragraph
(b)(2)(iv)(k).

(2) Simulated depletion. Except as pro-
vided in paragraph (b)(2)(iv)(k) (3) of
this section, a partnership shall, solely
for purposes of maintaining capital ac-
counts under this paragraph, compute
simulated depletion allowances with
respect to its oil and gas properties at
the partnership level. These allowances
shall be computed on each depletable
oil or gas property of the partnership
by using either the cost depletion
method or the percentage depletion
method (computed in accordance with
section 613 at the rates specified in sec-
tion 613A(c)(5) without regard to the
limitations of section 613A, which theo-
retically could apply to any partner)
for each partnership taxable year that

the property is owned by the partner-
ship and subject to depletion. The
choice between the simulated cost de-
pletion method and the simulated per-
centage depletion method shall be
made on a property-by-property basis
in the first partnership taxable year
beginning after April 30, 1986, for which
it is relevent for the property, and
shall be binding for all partnership tax-
able years during which the oil or gas
property is held by the partnership.
The partnership shall make downward
adjustments to the capital accounts of
the partners for the simulated deple-
tion allowance with respect to each oil
or gas property of the partnership, in
the same proportion as such partners
(or their precedecessors in interest)
were properly allocated the adjusted
tax basis of each such property. The
aggregate capital account adjustments
for simulated percentage depletion al-
lowances with respect to an oil or gas
property of the partnership shall not
exceed the aggregate adjusted tax basis
allocated to the partners with respect
to such property. Upon the taxable dis-
position of an oil or gas property by a
partnership, such partnership’s simu-
lated gain or loss shall be determined
by subtracting its simulated adjusted
basis in such property from the amount
realized upon such disposition. (The
partnership’s simulated adjusted basis
in an oil or gas property is determined
in the same manner as adjusted tax
basis except that simulated depletion
allowances are taken into account in-
stead of actual depletion allowances.)
The capital accounts of the partners
shall be adjusted upward by the
amount of any simulated gain in pro-
portion to such partners’ allocable
shares of the portion of the total
amount realized from the disposition of
such property that exceeds the partner-
ship’s simulated adjusted basis in such
property. The capital accounts of such
partners shall be adjusted downward by
the amount of any simulated loss in
proportion to such partners’ allocable
shares of the total amount realized
from the disposition of such property
that represents recovery of the part-
nership’s simulated adjusted basis in
such property. See section 613A(c)(7)(D)
and the regulations thereunder and
paragraph (b)(4)(v) of this section. See
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example (19)(iv) of paragraph (b)(5) of
this section.

(3) Actual depletion. Pursuant to sec-
tion 613A(c)(7)(D) and the regulations
thereunder, the depletion allowance
under section 611 with respect to the
oil and gas properties of a partnership
is computed separately by the part-
ners. Accordingly, in lieu of adjusting
the partner’s capital accounts as pro-
vided in paragraph (b)(2)(iv)(k)(2) of
this section, the partnership may make
downward adjustments to the capital
account of each partner equal to such
partner’s depletion allowance with re-
spect to each oil or gas property of the
partnership (for the partner’s taxable
year that ends with or within the part-
nership’s taxable year). The aggregate
adjustments to the capital account of a
partner for depletion allowances with
respect to an oil or gas property of the
partnership shall not exceed the ad-
justed tax basis allocated to such part-
ner with respect to such property.
Upon the taxable disposition of an oil
or gas property by a partnership, the
capital account of each partner shall be
adjusted upward by the amount of any
excess of such partner’s allocable share
of the total amount realized from the
disposition of such property over such
partner’s remaining adjusted tax basis
in such property. If there is no such ex-
cess, the capital account of such part-
ner shall be adjusted downward by the
amount of any excess of such partner’s
remaining adjusted tax basis in such
property over such partner’s allocable
share of the total amount realized from
the disposition thereof. See section
613A(c)(7)(4)(D) and the regulations
thereunder and paragraph (b)(4)(v) of
this section.

(4) Effect of book values. If an oil or
gas property of the partnership is,
under paragraphs (b)(2)(iv(d) or
(b)(2)(iv)(f) of this section, properly re-
flected on the books of the partnership
at a book value that differs from the
adjusted tax basis of such property, the
rules contained in this paragraph
(b)(2)(iv)(k) and paragraph (b)(4)(v) of
this section shall be applied with ref-
erence to such book value. A revalu-
ation of a partnership oil or gas prop-
erty under paragraph (b)(2)(iv)(f) of
this section may give rise to a realloca-
tion of the adjusted tax basis of such

property, or a change in the partners’
relative shares of simulated depletion
from such property, only to the extent
permitted by section 613A(c)(7)(D) and
the regulations thereunder.

(l) Transfers of partnership interests.
The capital accounts of the partners
will not be considered to be determined
and maintained in accordance with the
rules of this paragraph (b)(2)(iv) unless,
upon the transfer of all or a part of an
interest in the partnership, the capital
account of the transferor that is attrib-
utable to the transferred interest car-
ries over to the transferee partner. (See
paragraph (b)(2)(iv)(m) of this section
for rules concerning the effect of a sec-
tion 754 election on the capital ac-
counts of the partners.) However, if the
transfer of an interest in a partnership
causes a termination of the partnership
under section 708(b)(1)(B), the capital
account that carriers over to the trans-
feree partner will be adjusted in ac-
cordance with paragraph (b)(2)(iv)(e) of
this section in connection with the
constructive liquidation of the partner-
ship under paragraph (b)(1)(iv) of
§ 1.708–1. Moreover, the constructive
reformation of such partnership will,
for purposes of this paragraph, be
treated as the formation of a new part-
nership, and the capital accounts of the
partners of such new partnership will
be determined and maintained accord-
ingly. See example 13 of paragraph
(b)(5) of this section.

(m) Section 754 elections—(1) In general.
The capital accounts of the partners
will not be considered to be determined
and maintained in accordance with the
rules of this paragraph (b)(2)(iv) unless,
upon adjustment to the adjusted tax
basis of partnership property under
section 732, 734, or 743, the capital ac-
counts of the partners are adjusted as
provided in this paragraph (b)(2)(iv)(m).

(2) Section 743 adjustments. In the case
of a transfer of all or a part of an inter-
est in a partnership that has a section
754 election in effect for the partner-
ship taxable year in which such trans-
fer occurs, adjustments to the adjusted
tax basis of partnership property under
section 743 shall not be reflected in the
capital account of the transferee part-
ner or on the books of the partnership,
and subsequent capital account adjust-
ments for distributions (see paragraph
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(b)(2)(iv)(e)(1) of this section) and for
depreciation, depletion, amortization,
and gain or loss with respect to such
property will disregard the effect of
such basis adjustment. The preceding
sentence shall not apply to the extent
such basis adjustment is allocated to
the common basis of partnership prop-
erty under paragraph (b)(1) of § 1.734–2;
in these cases, such basis adjustment
shall, except as provided in paragraph
(b)(2)(iv)(m)(5) of this section, give rise
to adjustments to the capital accounts
of the partners in accordance with
their interests in the partnership under
paragraph (b)(3) of this section. See ex-
amples 13 (iii) and (iv) of paragraph
(b)(5) of this section.

(3) Section 732 adjustments. In the case
of a transfer of all or a part of an inter-
est in a partnership that does not have
a section 754 election in effect for the
partnership taxable year in which such
transfer occurs, adjustments to the ad-
justed tax basis of partnership property
under section 732(d) will be treated in
the capital accounts of the partners in
the same manner as section 743 basis
adjustments are treated under para-
graph (b)(2)(iv)(m)(2) of this section.

(4) Section 734 adjustments. Except
as provided in paragraph (b)(2)(iv)(m)(5)
of this section, in the case of a dis-
tribution of property in liquidation of a
partner’s interest in the partnership by
a partnership that has a section 754
election in effect for the partnership
taxable year in which the distribution
occurs, the partner who receives the
distribution that gives rise to the ad-
justment to the adjusted tax basis of
partnership property under section 734
shall have a corresponding adjustment
made to his capital account. If such
distribution is made other than in liq-
uidation of a partner’s interest in the
partnership, however, except as pro-
vided in paragraph (b)(2)(iv)(m)(5) of
this section, the capital accounts of
the partners shall be adjusted by the
amount of the adjustment to the ad-
justed tax basis of partnership property
under section 734, and such capital ac-
count adjustment shall be shared
among the partners in the manner in
which the unrealized income and gain
that is displaced by such adjustment
would have been shared if the property
whose basis is adjusted were sold im-

mediately prior to such adjustment for
its recomputed adjusted tax basis.

(5) Limitations on adjustments. Adjust-
ments may be made to the capital ac-
count of a partner (or his successor in
interest) in respect of basis adjust-
ments to partnership property under
sections 732, 734, and 743 only to the ex-
tent that such basis adjustments (i) are
permitted to be made to one or more
items of partnership property under
section 755, and (ii) result in an in-
crease or a decrease in the amount at
which such property is carried on the
partnership’s balance sheet, as com-
puted for book purposes. For example,
if the book value of partnership prop-
erty exceeds the adjusted tax basis of
such property, a basis adjustment to
such property may be reflected in a
partner’s capital account only to the
extent such adjustment exceeds the dif-
ference between the book value of such
property and the adjusted tax basis of
such property prior to such adjust-
ment.

(n) Partnership level characterization.
Except as otherwise provided in para-
graph (b)(2)(iv)(k) of this section, the
capital accounts of the partners will
not be considered to be determined and
maintained in accordance with the
rules of this paragraph (b)(2)(iv) unless
adjustments to such capital accounts
in respect of partnership income, gain,
loss, deduction, and section 705(a)(2)(B)
expenditures (or item thereof) are
made with reference to the Federal tax
treatment of such items (and in the
case of book items, with reference to
the Federal tax treatment of the cor-
responding tax items) at the partner-
ship level, without regard to any req-
uisite or elective tax treatment of such
items at the partner level (for example,
under section 58(i)). However, a part-
nership that incurs mining exploration
expenditures will determine the Fed-
eral tax treatment of income, gain,
loss, and deduction with respect to the
property to which such expenditures
relate at the partnership level only
after first taking into account the elec-
tions made by its partners under sec-
tion 617 and section 703(b)(4).

(o) Guaranteed payments. Guaranteed
payments to a partner under section
707(c) cause the capital account of the
recipient partner to be adjusted only to
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the extent of such partner’s distribu-
tive share of any partnership deduc-
tion, loss, or other downward capital
account adjustment resulting from
such payment.

(p) Minor discrepancies. Discrepancies
between the balances in the respective
capital accounts of the partners and
the balances that would be in such re-
spective capital accounts if they had
been determined and maintained in ac-
cordance with this paragraph (b)(2)(iv)
will not adversely affect the validity of
an allocation, provided that such dis-
crepancies are minor and are attrib-
utable to good faith error by the part-
nership.

(q) Adjustments where guidance is lack-
ing. If the rules of this paragraph
(b)(2)(iv) fail to provide guidance on
how adjustments to the capital ac-
counts of the partners should be made
to reflect particular adjustments to
partnership capital on the books of the
partnership, such capital accounts will
not be considered to be determined and
maintained in accordance with those
rules unless such capital account ad-
justments are made in a manner that
(1) maintains equality between the ag-
gregate governing capital accounts of
the partners and the amount of part-
nership capital reflected on the part-
nership’s balance sheet, as computed
for book purposes, (2) is consistent
with the underlying economic arrange-
ment of the partners, and (3) is based,
wherever practicable, on Federal tax
accounting principles.

(r) Restatement of capital accounts.
With respect to partnerships that
began operating in a taxable year be-
ginning before May 1, 1986, the capital
accounts of the partners of which have
not been determined and maintained in
accordance with the rules of this para-
graph (b)(2)(iv) since inception, such
capital accounts shall not be consid-
ered to be determined and maintained
in accordance with the rules of this
paragraph (b)(2)(iv) for taxable years
beginning after April 30, 1986, unless ei-
ther—

(1) Such capital accounts are ad-
justed, effective for the first partner-
ship taxable year beginning after April
30, 1986, to reflect the fair market value
of partnership property as of the first
day of such taxable year, and in con-

nection with such adjustment, the
rules contained in paragraph
(b)(2)(iv)(f) (2), (3), and (4) of this sec-
tion are satisfied, or

(2) The differences between the bal-
ance in each partner’s capital account
and the balance that would be in such
partner’s capital account if capital ac-
counts had been determined and main-
tained in accordance with this para-
graph (b)(2)(iv) throughout the full
term of the partnership are not signifi-
cant (for example, such differences are
solely attributable to a failure to pro-
vide for treatment of section 709 ex-
penses in accordance with the rules of
paragraph (b)(2)(iv)(i)(2) of this section
or to a failure to follow the rules in
paragraph (b)(2)(iv)(m) of this section),
and capital accounts are adjusted to
bring them into conformity with the
rules of this paragraph (b)(2)(iv) no
later than the end of the first partner-
ship taxable year beginning after April
30, 1986.

With respect to a partnership that
began operating in a taxable year be-
ginning before May 1, 1986, modifica-
tions to the partnership agreement
adopted on or before November 1, 1988,
to make the capital account adjust-
ments required to comply with this
paragraph, and otherwise to satisfy the
requirements of this paragraph, will be
treated as if such modifications were
included in the partnership agreement
before the end of the first partnership
taxable year beginning after April 30,
1986. However, compliance with the
previous sentences will have no bearing
on the validity of allocations that re-
late to partnership taxable years begin-
ning before May 1, 1986.

(3) Partner’s interest in the partner-
ship—(i) In general. References in sec-
tion 704(b) and this paragraph to a
partner’s interest in the partnership,
or to the partners’ interests in the
partnership, signify the manner in
which the partners have agreed to
share the economic benefit or burden
(if any) corresponding to the income,
gain, loss, deduction, or credit (or item
thereof) that is allocated. Except with
respect to partnership items that can-
not have economic effect (such as non-
recourse deductions of the partner-
ship), this sharing arrangement may or
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